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EXECUTIVE
EXECUTIVE SUMMARY
Trade can be a powerful engine for economic growth, poverty reduction, and development. However, harnessing the power of trade is often difficult for developing countries, particularly the least developed countries, because of supply-side domestic constraints (lack of trade-related infrastructure and capacity). The Aid for Trade Initiative was launched to address these constraints. The report "Binding Constraints to Trade Expansion: Aid for Trade Objectives and Diagnostics Tools" [COM/DCD/TAD(2009)5/FINAL] showed that the four most common objectives of aid-for-trade projects and programmes (increasing trade, diversifying exports, maximizing the linkages with the domestic economy, and increasing adjustment capacity) have the potential to boost growth and reduce poverty in developing countries.
However, the growth potential of trade may not always be realized. While most trade reforms have been successful, in some cases trade reforms proved unsustainable and in other they did not have a meaningful impact on economic growth. This working paper discusses the various reasons for these outcomes (they range from targeting the wrong problems to lack of credibility and policy incoherence) in order to draw the lessons for the design of aid-for-trade projects and programmes and increase their effectiveness.
The scope of activity of aid-for-trade project and programmes is broad enough to support the compatible policies that will make the reform sustainable and the complementary policies that will increase its growth impact.
• Compatible policies: Aid for Trade can mitigate the risk of macroeconomic problems which
are the main reason of policy reversal. Experience shows that fiscal and balance of payments problems and an inadequate exchange rate policy often made trade reforms unsustainable. Aid for trade can help address these problems. In particular, aid for trade can help mitigate the fiscal revenue impact of a trade reform by providing technical assistance in the design of the trade reform, by helping rebalance the tax system away from trade taxes to domestic taxes but also by providing financial support to face the adjustment. Aid for trade has also a major role to play in fostering an early export response to the reform. An early export response reduces the balance of payments, employment, and fiscal problems arising from the fact that a trade reform tends to have an immediate impacts on imports and on the activity of the importcompeting sector while its impact on exports and activity of the export sector appears with a lag. For the same reason, a rapid export response helps achieve another objective of aid for trade, namely smoothing the adjustment cost of a trade reform. Finally, an early export response is a political advantage. As people see early the benefit of the reform, support to the reform process increases.
• Complementary policies: Aid for trade can support some policies that increase the economic growth impact of a trade reform. Complementary policies are a fact: trade reforms are (almost) never taken in isolation but are part of a broader reform package. There is potentially a large range of complementary policies. The working paper shows that aid-for-trade projects and programmes already support some of the most important complementary policies such as building infrastructure, supporting the financial and banking sector development, building public and private sector capacities or supporting some regulatory reforms.
Supporting compatible and complementary policies will help aid for trade to reach its objective of using trade as a development tool. Aid for trade should not only focus on helping developing countries to turn trade opportunities into trade but also tackle the binding constraints that choke the impact of trade on economic growth. Aid for trade, in supporting compatible and complementary policies, has the means to do so but this requires proper sequencing and policy coherence. The working paper argues that once a country has identified the most binding constraints to its trade expansion, it should implement the reform designed to tackle it making sure that the measure is sustainable and supported by complementary reforms that will increase its impact on economic growth. As much as possible, proper sequencing and policy coherence should be reflected in the design of aid-for-trade projects and programmes. This cannot be achieved without adequate donor coordination and alignment on country priorities.
Supporting compatible and complementary policies will also increase the effectiveness of aid for trade. Effectiveness has become a central issue for aid for trade. The Aid for Trade Initiative has been successful in mobilizing resources and in raising awareness on the positive role trade can play in development. However, the Initiative has reached a stage where it is also important to demonstrate that the substantial amount of aid mobilized has been well spent and had an impact. Evaluation has a key role to play in this context. This working paper complements the OECD work on evaluation by focusing on good practices that will help to make aid for trade as effective as possible. However, the report "Binding Constraints to Trade Expansion" also cautioned that this finding is valid on average and that experience with trade reforms differs significantly across countries. This report investigates this caveat. It reviews the lessons from the empirical literature on trade reforms and growth in order to draw lessons for the design of aid-for-trade projects and programmes. 3 The purpose is to provide an overview of the various linkages that need to be considered in the design of aid-for-trade projects and programmes in order to make aid for trade as efficient and effective as possible and to maximize its impact. More precisely, the report first documents that trade reforms 4 in developing countries are sometimes reversed or do not deliver the expected impact on economic growth. It investigates the underlying reasons 1 The author of this report is Jean-Jacques Hallaert (TAD). William Hynes, Frans Lammersen, William Nicol (all DCD) as well as Gimin Kang and Michael Plummer (all TAD) provided comments. The implications for poverty alleviation are discussed in Hayashikawa (2009) . Surveys of the empirical literature on the nexus trade, growth, and poverty can be found in Ben-David et al. (1999) and Winters et al. (2004). 4 In this report, "trade reform" is defined as encompassing all reforms and measures that affect the tradable sector. This approach is consistent with the recommendations of the Task Force on Aid for Trade (2006) : "the scope of Aid for Trade should be defined in a way that is […] broad enough to reflect the diverse trade needs identified by countries." for these setbacks (Section 2). Sections 3 and 4 then draw the lessons for the design of aid for trade. Aid for trade can support the "compatible" policies that will make reforms sustainable (Section 3) and the "complementary" policies that will increase the role of trade as an engine for growth (Section 4).
Trade openness can -and I stress CAN -contribute to economic well-being and political harmony in important ways

4.
The report is part of the "good practices" intermediate output described in the Joint 2009/10 Programme of Work and Budget between the DAC and the TC on Aid for Trade [COM/DCD/TAD(2008)7] . It aims at helping maximize the effectiveness of aid for trade. Effectiveness has become a central issue for aid for trade. The Aid for Trade Initiative has been successful in mobilizing resources and in raising awareness on the positive role trade can play in development. However, the Initiative has reached a stage where it is important to demonstrate that the substantial amount of aid mobilized has been well spent and had an impact. Evaluation has a key role to play in this context. This report complements the OECD evaluation work (see COM/DCD/TAD(2010)1, COM/DCD/TAD(2010)2, and COM/DCD/TAD(2010)3).
2.
Two problems with trade reforms that affect aid for trade's impact and effectiveness
5.
A vast empirical literature shows that trade expansion does lead to higher economic growth. This finding justifies using trade as a tool for development and vindicates the Aid for Trade Initiative. However, the same literature shows that there is no guarantee. In some cases, developing countries' experience with trade reform was disappointing because trade reform did not deliver the expected economic growth and poverty reduction.
6.
Whatever the underlying reasons, disappointment with trade reform is an issue for the Aid for Trade Initiative mostly because it makes new reforms more difficult to implement and reduces the incentive for developing countries to consider trade as an important part of their development strategy. Moreover, if trade does not lead to growth, the effectiveness of aid-for-trade projects and programmes is undermined. They would not be able to reach one of the key objectives of the Initiative, namely "enable developing countries, particularly least developed countries (LDCs), to use trade more effectively to promote growth, development and poverty reduction and to achieve their development objectives, including the Millennium Development Goals (MDGs)" (WTO, 2006) .
7.
This section first documents the severity and the frequency of the weak response of growth to trade expansion and of policy reversal. It then reviews the possible reasons for these two problems before discussing the role aid for trade can play in preventing them.
Problem 1:
The growth response to trade can be weak
8.
On average, trade fosters growth. However, the economic growth response to trade expansion and trade reform varies significantly across countries. For example, Wacziarg and Welch (2003) found that, although increased policy openness has on average a positive impact on growth in developing countries, "there is a vast amount of heterogeneity across countries in the extent to which growth rose after trade reforms.
[…] Roughly half of the countries experienced zero or even negative changes in growth postliberalization."
9.
Looking at the growth performance before and after the trade reform illustrates the heterogeneity of the growth response to trade reform.
5 Table 1 summarizes the growth impact of trade reform implemented   5 This is a crude way of illustrating the heterogeneity in the growth response to trade reform because (i) it is often difficult to identify exactly when a reform took place, (ii) there are delays in the adjustment to the reform so that the growth response can vary across countries and take longer than what is captured, (iii) trade reforms vary in their depth and scope, and (iv) both the magnitude and the type of liberalization differ across countries.
by thirty-two countries during the period 1986-91. The impact on growth was positive with growth rates higher by 1.4 percentage points on average after the reform. However, the heterogeneity is sizable: standard deviation reaches 4.8 and fourteen countries experienced a decline in their economic growth Greenaway et al. (1997) .
10. Heterogeneity can be measured across various dimensions. The growth response tends to vary across regions (being the strongest in South East Asia and the lowest in South Asia) as well as across income groups (being the strongest in lower-middle income countries). These findings echo the econometric results of other studies. Wang et al. (2004) , as well as Dufrénot et al. (2009) , focused on the heterogeneity across income groups. Wang et al. (2004) showed that for a larger sample (seventy-nine countries) over a longer period the poorer a country is, the larger is the growth impact of trade expansion. Dufrénot et al. (2009) found that the growth impact of trade openness is bigger on developing countries with low economic growth than on developing countries with high economic growth. Many other studies stressed the importance of other dimensions that are not measured in Table 1 such as the legal, institutional, and economic environment (Bolaky and Freund, 2004; Chang et al., 2005; and Thomas and Nash, 1991) . Source: Aksoy and Salinas (2006) .
11
. Aksoy and Salinas (2006) undertook a more careful analysis of the growth response to trade reform of thirty-nine developing countries during (Table 2) . They controlled for many factors that can bias the results presented in Table 1 , namely they excluded (i) reforms that were reversed; (ii) economies in transition from socialism; (iii) economies that had a conflict; and (iv) macroeconomic crisis years that often triggered the trade reform.
12. However, the conclusion remains unchanged: on average, trade reform is associated with higher growth but the heterogeneity in the growth response is substantial. On average, the GDP per capita growth rate was higher by about 1.1 percentage points after the reform. This is quite impressive taking into account that in many cases the macroeconomic policy was clearly more expansionary in the years before the reform than after.
6 Albeit more limited than in Table 1 , the heterogeneity remains striking: one-fifth of the countries saw their economic growth performance deteriorating following the trade reform. Moreover, the difference in the growth response across regions and income levels is barely noticeable, suggesting that the differences highlighted in Table 1 may be due to the exogenous factors that Aksoy and Salinas (2006) control for.
13. Similarly, Sachs and Warner (1995) in a study of thirty-seven countries that opened up their trade regime after 1975 estimated that the trade reform resulted in higher growth (measured by the real GDP per capita growth) both in the short and long run. Again, the results showed substantial heterogeneity across countries. Interestingly, this study showed that the impact of the change in trade policy on GDP runs both ways: moving toward a more restrictive trade regime is clearly associated with lower growth on average and heterogeneity is substantial.
7 Economic performance deteriorated for four-fifth of the countries, but improved for one-fifth. 
Problem 2: Trade reforms can be reversed
14. Past experience shows that trade reforms are sometimes reversed. Many case studies, including Ebrill et al. (1989) , Edwards (1993) , Foroutan (1993) , Rodrik (1989) , and Thomas and Nash (1991) analyze specific policy reversals.
15. Policy reversal is a concern for aid for trade because it affects its effectiveness. The impact of policy reversal on aid-for-trade effectiveness can be direct (if the reform was supported by aid-for-trade funds) or indirect (if the reform was crucial for another aid-for-trade project or programme). This section describes the main mechanisms leading to the policy reversal.
16. "Macroeconomic instability is perhaps the greatest enemy of trade reform" (Rodrik, 1989) . Many case studies have shown that in a context of macroeconomic instability, trade reforms tend to be reversed. For example, a key message of both the World Bank Independent Evaluation Group (2006) review of the World Bank projects supporting trade and the cases studies of Michaely et al. (1991) was that poor macroeconomic policies were more commonly associated with reversals in trade reform than any other factor. 9 In countries where the adverse macroeconomic environment did not result in policy reversal, trade 6 If the years of macroeconomic crisis are not excluded, the impact of the trade reform on the growth rates increases from 1.1 to 1.6 percentage points.
7
Economies are classified on the basis of the Sachs and Warner Index that was used extensively in the empirical literature on trade and growth. A country is considered closed if at least one of the following characteristics holds over the period 1970-89: average tariff rate is over 40%, nontariff barriers cover 40% or more of imports, the country operates under a socialist economic system, there is a state monopoly of the country's major exports, and the black market premium on its official exchange rate exceeded 20% in the 1980s or 1990s. The value of this index to measure openness was criticized by Rodrik and Rodriguez (1999) 8
The sample covers fifteen developing countries.
9
See Foroutan (1993) or Rodrik (1989) for other examples.
reforms did not deliver the expected outcome. Macroeconomic instability is one of the many reasons (and often an important reason) for the weak economic growth response to trade liberalization discussed in the previous section. This was a conclusion of the Wacziarg and Welch's (2003) seminal article on the impact of trade liberalization on economic growth.
17. In addition, a trade reform can exacerbate macroeconomic imbalances. In such a case, it is more likely to be reversed. If revenue from taxes on international trade accounts for a large share of government revenue, a trade reform may prove fiscally unsustainable. Box 1 illustrates this point with Madagascar's experience with a temporary tariff-exemption scheme. Similarly rapid and comprehensive trade liberalization can be followed by an import surge and a sharp deterioration in the current account (van Wijnbergen, 1992) . 10 This can result in a balance of payments crisis.
18.
The balance of payments problem is particularly acute if the trade reform is launched while the exchange rate is overvalued. Shatz and Tarr (2002) , among many others, showed that this has been frequently the case including in the recent trade reforms of the 1980s and 1990s. If a currency is overvalued, trade liberalization triggers a rise in imports while the export response is weak because overvaluation damages competitiveness. Excess demand for foreign exchange emerges resulting in balance of payments tensions. In addition, domestic activity usually declines because the contraction in importcompeting sectors is not offset by an expansion of the export sector. Unemployment rises. Governments then have to either adjust the exchange rate or reverse the trade reform.
11 The credibility dimension is also important: if trade reform is not accompanied by a meaningful depreciation, it is likely to be perceived as unsustainable because of the resulting impact on the external balance. This will in turn affect the agents' behaviour and the risk of policy reversal becomes larger (Rodrik, 1989, Falvey and Kim, 1992) .
19. Although literature shows that a meaningful depreciation increases the chances of having a sustainable trade reform, depreciation also increases inflationary pressures. This danger calls for policy coherence: monetary policy should be consistent with the trade reform. This also highlights the need for appropriate sequencing: macroeconomic stabilization is often a prerequisite to trade liberalization. Nonetheless, sequencing does not necessarily mean that all elements of the trade reform must be postponed as some parts of a stabilization program can also contribute to the trade reform. For example, in many cases a fiscal consolidation is needed to reduce the fiscal and balance of payments deficits as well as to tame inflation (especially, but not only, if the fiscal deficit is financed by the central bank). As discussed below, such a consolidation can be achieved with a tax reform that can rebalance the tax system from taxation of imports towards domestic taxes.
10
Limiting this impact is one of the reasons why trade liberalization should be accompanied by currency depreciation.
11
For more details, see Edwards (1993) , Krueger (1997; , Panagariya (2004) , Wacziarg and Welch (2003) , and World Bank Independent Evaluation Group (2006) . See also Box 2 on Chile's experience.
20.
A second, and important, macroeconomic problem that trade reform can exacerbate is fiscal. Ebrill et al. (1999) as well as the World Bank Independent Evaluation Group (2006) documented cases where trade liberalization was reversed because of a lack of accompanying fiscal revenue reform. Although declining, taxes on international trade still account, in many developing countries, for a very large share of fiscal revenues. For example, Keen and Mansour (2009) estimated that, in sub-Saharan Africa, trade taxes accounted on average to about 25% of total tax revenue in the first half of the 2000s (down from 40% in 1980). The average masks large differences across countries as in some countries the share exceeds 50%. As a result, fears from fiscal revenue consequences affect developing countries' willingness to undertake trade reform unilaterally, multilaterally (as illustrated by the concern expressed by many developing countries on the fiscal impact of the Doha Development Round - Kowalski, 2005; Elborgh-Woytek et al., 2006) , or on a preferential basis (as illustrated by the concerns on the fiscal impact of the Economic Partnership Agreements between the European Union and the African, Caribbean, and Pacific countries - Hallaert, 2010) . Although, as discussed in details below, the fiscal impact of trade reform can be mitigated, a trade reform that is not properly designed or is not accompanied by a proper tax reform can have severe consequences and be unsustainable (Baunsgaard and Keen, 2005, Khattry, and Rao, 2002; Hallaert, 2004 In 2003, the macroeconomic environment of Madagascar was fragile. The fiscal deficit was at 4.8% of GDP and would have reached 9.3% without external grants. Moreover, at 10% of GDP, the country had one of the lowest tax-to-GDP ratios in the world. Madagascar's performance stood well below the subSaharan Africa average of 18% (Keen and Mansour, 2009 Nonetheless, and without any meaningful accompanying reform to offset the fiscal revenue loss, the Malagasy authorities embarked in August 2003 on a temporary two-year tax and tariff exemption of imports of capital goods in order to boost investment. 1/ Firms and household hoarded imports while the scheme, which was announced as temporary, was in place. Imports of equipment jumped by 60% triggering a sharp deterioration in external accounts. The current account deficit ballooned from 5% of GDP in 2003 to 9% in 2004 and 11% in 2005 . The fiscal deficit increased from 9.3% (excluding grants) in 2003 to 13.1% in 2004 13.1% in (IMF, 2005b 13.1% in and 2006a .
Unsustainable, the cuts were partially rescinded in August 2004 and the scheme was terminated, as planned, in September 2005. In the following years, the government considered other tax cuts to boost investment, but these schemes could not be implemented because of their fiscal implications. Madagascar trade liberalization slowed down and shifted from unilateral liberalization to preferential liberalization. Madagascar also implemented two major reforms. The custom reform and the domestic tax reform improved the business environment, facilitated dramatically international trade, increased fiscal revenue, and reduced the Malagasy government fiscal dependency on taxes on international trade (Fjeldsted, 2009; Hallaert, 2007 and Josz, 2007) . ___________________ 1/ The Malagasy government saw the lack of saving as a major bottleneck for the country's development as it was a constraint to investment. Attracting foreign investors, especially from South Africa, was one of the reasons why Madagascar joined the Southern African Development Community (Hallaert, 2007) .
21
. A third cause of policy reversal is the adjustment costs. Structural changes and reallocation of resources toward more efficient uses are at the heart of the gains from trade and are crucial for sustained economic growth and development. Therefore, using trade as an engine for growth and development implies structural changes. However, structural changes are accompanied by adjustment costs that can be economically, socially, and politically unsustainable.
12 In such cases, trade reform may be reversed. In this context, it should be kept in mind that if policies and institutions affect the growth impact of trade openness, openness to trade also affects policies and institutions. Berg and Krueger (2003) argued that trade may expose weaknesses in some other areas or enhance the benefits of other reforms, which in turn lead to better export performance and increased productivity. 13 They also stressed that trade liberalization may alter the political reform dynamic by influencing institutions and creating constituencies for further reforms. This is a key aspect for the design and the sequencing of trade reform (and thus for aid-for-trade projects and programmes as discussed below), which is developed in Dewatripont and Roland (1995) , Krueger (2005) , and Rodrik (1989) .
22.
As mentioned in the WTO Task force on Aid for Trade (2006) and discussed in details in the report "Binding Constraints to Trade Expansion" (Hallaert and Munro, 2009 ) as well as in "Trading out of poverty" (Hayashikawa, 2009) , increasing adjustment capacity is a crucial objective of the Aid for Trade Initiative that requires complementary policies both to increase the impact of trade on growth and on poverty-reduction and to make the reform sustainable. Supporting these complementary policies, which are discussed in detail in Section 4, fall under the scope of activity of aid for trade.
23. In conclusion, the macroeconomic environment should be considered in the design and the sequencing of the trade reform. Lessons from past experience are clear: (i) macroeconomic stability is crucial for trade reform sustainability. In some cases it is a prerequisite; 14 (ii) a particular attention should be paid to the exchange rate; and (iii) the role of smoothing adjustment costs should not be underestimated. Implications for the design of aid-for-trade programs and projects are also clear. In an unstable macroeconomic environment, aid for trade should focus (i) on compatible policies (Section 3) that can reinforce the stabilization process (such as trade-related capacity building) 15 as macroeconomic instability
12
Reform of the tax system can be part of the list of necessary structural adjustments.
13
An example is corruption. Trade reform provides incentives to fight corruption and thus can affect growth. Ades and Di Tella (1999) showed a relationship between rents (due to active industrial policy or lack of foreign competition) and corruption, which in turn reduces investment and medium-term growth. Wei (2000) found support for the hypothesis that open countries have incentives to develop better institutions and fight corruption because the latter particularly affects international transactions and thus is more costly in open economies than in closed ones. Other examples can be found in Rodrik et al. (2002) who argued that institutions explain more real income per capita than openness but also found that openness partly explains the quality of institutions and so has a positive indirect effect on incomes.
14 Illustrating the importance of the macro-economic environment for trade, all Diagnostic Trade Integration Studies (DTIS) include a section "Macroeconomic environment." The reason is that "a stable macroeconomic environment and a stable exchange rate are a prerequisite for improving trade performance. The DTIS may therefore contain a current analysis and assessment of the macroeconomic environment and how it relates to main constraints to trade" (Integrated Framework, 2009 Trade-related capacity building aims at creating, inter alia, an "enabling environment for increasing the volume and value added of exports, diversifying export products and markets, and increasing foreign investment to generate jobs and trade" (World Bank Independent Evaluation Group, 2006) . The macroeconomic part of the various DTISs' action matrices provides a list of possible actions that could be supported by aid for trade.
is probably a binding constraint to trade expansion and (ii) on elements that are not affected by the macroenvironment (such as infrastructure work and building capacities) but that are of importance in sustaining activities and trade during the turmoil but also once macro-stabilization is achieved. Finally, experience vindicates having increasing developing countries' adjustment capacities as an important objective of aid for trade (Hallaert and Munro, 2009 ).
Investigating why some countries run into these problems
24. The previous section showed the importance of implementing trade reform in the appropriate macroeconomic environment. This section investigates other sources of failure in trade reform in order to inform the design of aid for trade. The empirical literature provides an array of reasons why some trade reforms failed. For the sake of clarity, these reasons can be classified into three categories. First, the trade reform suffered from weaknesses in their design and implementation. Second, the structure of the economy and policies affected the trade and economic growth response to the trade reform. Third, the trade reform was not credible.
25.
Some trade reform failures can be explained by flaws in their design and implementation. The first type of flaw is to tackle the wrong problem. Milner (1998) analyzed why the investment and nontraditional exports response to trade reform was "modestly positive at best" in many African countries in the 1990s. He argued that trade reforms did not target the main source of anti-export bias. Reforms focused on trade policy while the main binding constraints to trade expansion were "natural barriers" notably high transportation costs related to inefficient transport infrastructure. As a result, trade reforms had little impact on trade and thus did not foster growth.
26.
This argument was substantiated by two case studies of landlocked countries: Uganda and Malawi. In Uganda, the average implicit taxation of export was estimated at 77% in 1994. 13% was explained by customs tariffs while transportation costs represented an implicit tax of 64% (Milner et al., 2000) . Therefore, transportation costs were a more urgent problem to tackle than customs tariffs. They acted both as a significant implicit tax on exports and as an effective protection of imports. Thus, they represented a greater cost to exporters, and a more binding constraint to exports, than the trade regime. 16 The same conclusion was reached in the case of Malawi. Milner and Zgovu (2003) estimated that non-traditional exports could have increased by 24% if at the start of the reform period in 1987 transportation cost problems had been eliminated (much more if other transaction costs were also addressed) compared to a more limited increase of 15% that the elimination of import tariffs would trigger.
27. In short, in some countries, significant trade reform did not stimulate trade and thus economic growth because they did not tackle the most binding constraints to trade. This highlights the need, emphasized in Hallaert and Munro (2009) , to identify properly the most binding constraints to trade and the importance of the right sequencing of reform. As mentioned by the authors of the case studies, the trade policy reform could have been more effective and have a significant impact if the transportation costs (or more generally all transaction costs associated with trade) were addressed. 28. A second type of flaw is that reforms were in some countries limited and partial (Milner and Morissey, 1999; Morissey and Filatotchev, 2000) . The cases of Uganda and Malawi illustrate the importance of complementary policies (discussed in detail in Section 4) as reform of the trade regime was worth undertaking but could only bring large benefit if accompanied by policies reducing transportation 16 Rudaheranwa (2006) partially updated this study. He calculated that, in 2003, the average implicit taxation of exports from total transportation cost was roughly stable (the decline in overland transportation cost being offset by an increase in the cost of overseas transportation).
costs or other significant transaction costs. Moreover, "misguided or overly timid reforms can undermine the reform process and make it difficult to muster support for future reform programmes" (Krueger, 2005) .
29. The second type of explanation for the weak growth response to trade reform refers to the differences in the structure of the economies and to the role of non-trade policies. This strand of literature argues that trade openness may not foster growth in the absence of an appropriate economic, social, and political environment.
30.
The heterogeneity of growth response to trade reform depends on differences in transportation infrastructure. The policies affecting transportation costs have been highlighted as a main reason for the disappointing growth impact of trade liberalization for African countries by Milner (1998) and Milner et al. (2000; . Thomas and Nash (1991) in a survey of the experience of thirty-two countries with trade reform during 1985-93 concluded that, in some countries, the disappointing impact on output of the trade reforms can be explained by insufficient attention paid to the infrastructural needs of exporters.
31. The heterogeneity of growth response to trade reform can also be explained by differences in human capital and absorptive capacities. Trade and foreign direct investment (FDI) are two different "transmission channels" through which openness affects economic growth. Balasubramanyam et al. (1996) showed that these two channels interact: FDI has a positive impact on growth in countries whose trade regime is designed for export-promotion (versus import substitution). However, the interaction may be weaker in developing countries than in reach countries (and thus the impact of openness on growth) because, as pointed by Wang et al. (2004) low income countries benefit less (in terms of impact on growth) from FDI than richer countries due to lower level of human capital and technology absorptive capacities.
17 This highlights the role of education policies in facilitating the impact of trade on growth.
32.
The heterogeneity of growth response to trade reform also depends on differences in the regulatory and institutional environment. Dufrénot et al. (2009) emphasized the role of "reforms putting a stronger focus on other macroeconomic and social policies including productivity-boosting reforms, spending on social programs, improving the investment climate, and the strengthening of institutions." In an analysis of seventy-nine countries over the recent period of 1980-96, they showed that that the positive impact of trade on growth was larger when these reforms complemented trade reform. Thomas and Nash (1991) argued that domestic regulatory and public sector policies also influence the supply response by determining whether incentives actually change and by affecting the mobility of factors of production in response to changes in incentives. Moreover they stressed that some policies have impeded rapid adjustment to a changed incentive structure and inhibited the supply response. More recently, Chang et al. (2005) found that the positive impact of trade on growth is larger if it is accompanied by increased education, infrastructure, and deeper financial markets, as well as institutional and regulatory reforms. Bolaky and Freund (2004) showed that the increase in trade does not affect positively growth in heavilyregulated economies but once the effect of domestic regulation is controlled, the impact of trade on growth is stronger than the one found in other studies.
33. This brief survey of literature clearly shows that the impact on growth of both trade and FDI depends on non-trade policies and institutions. 18 In other words, the economic growth impact of a trade 17
Measuring absorptive capacity is not easy in practice as illustrated by the general framework for doing so in Bourguignon and Sundberg (2006) .
18
Many other studies stress the importance of complementary policies. Among them, Rodrik (1998) argued that the results of its analysis of the weak growth response to trade expansion in thirty-one sub-Saharan African countries during 1964-94 can be interpreted as showing the need of complementary policies (broader reform package) for trade to have an impact on growth.
reform depends in large part on flanking policies. The implications for the design of aid-for-trade projects and programmes are discussed in Section 3 and 4.
34.
The third type of explanation for the weak growth response to trade reform is credibility. If weaknesses in the design and in the implementation of a trade reform and the structure of an economy can explain the disappointing growth response to a trade reform, the lack of credibility is the source of a more dramatic outcome: policy reversal.
35. A reform implemented without policy coherence lacks credibility and can become unsustainable. For example, in many developing countries the fiscal position is fragile and fiscal revenue relies substantially on trade taxes. If a trade reform cutting dramatically import duties is implemented without a tax reform allowing recouping the loss, the fiscal deterioration can rapidly become unsustainable. Similarly a trade reform can lead, at least in the short term, to a surge in imports. In this context, a trade reform can make balance of payments tensions unsustainable. These points highlight the need for policy coherence. 36. Even if a trade reform is appropriately designed, implemented, and supported by other policies, it can become unsustainable because of a lack of credibility. This can be the case, for example, if the trade reform follows unsuccessful reforms. "Opportunities for reform are infrequent and if critical efforts go wrong, reforms get discredited. Once that happens, it can be difficult to get another chance to introduce reform. And successive reform failures make each subsequent effort that much more difficult -and more costly" (Krueger, 2005). 20 37.
Whatever the reasons, if agents perceive a trade reform as not credible and likely to be reversed, they will not adjust at the desirable speed and thus increase the adjustment cost to the reform (Falvey and Kim, 1992) . In such case, the risk of failure is sizable. Balance of payments tensions will increase if an import tariff cut is perceived as temporary (or is designed to be temporary as in the case of Madagascar described in Box 1), households and firms will hoard imported goods leading to a rapid current account deterioration. A second impact is that when a reform is not credible, investors postpone their investment preferring to send their money abroad. This adds capital account pressures to current account pressures.
21
In addition, if investments are suspended or postponed, the capacity of the reform to foster an export response is much affected. Case studies can be found in Ebrill et al. (1999) , Milner (1998) , and Thomas and Nash (1991). 20 According to Krueger, this is what happened in India in 1966 . Collier (1997 offered the same interpretation for Uganda's reform experience in the 1990s.
In more formal terms, the reform then triggers an increase in consumption and thus a drop in saving. The current account, which reflects a country's saving and investment gap, deteriorates significantly. This current account deficit is unlikely to be financed by inflows of capitals if the policy lacks credibility. On the contrary, lack of credibility can trigger a capital flight. The reform then affects negatively the gross reserves. 22 For more details see, among many others, Collier (1993) , Dewatripont and Roland (1995) , Rodrik (1989) , and van Wijnbergen (1992).
How aid for trade can help
39. Past experience shows that trade reform is (almost) never implemented in isolation but is part of a broader package. As a result, the interaction of trade reform with other reforms is a fact of life. The issue is, then, to design the rightly sequenced package of reforms in order to make the trade reform sustainable and to maximize its impact on economic growth.
40. This approach is consistent with the rationale underpinning the Aid for Trade Initiative. The Initiative calls for mainstreaming trade in development strategy. Development strategy is obviously a concept that requires many policy reforms properly designed and sequenced i.e. that requires policy coherence between trade reform and other reforms. Moreover, the Task Force on Aid for Trade (WTO, 2006) has given aid for trade a broad definition of the areas it covers. This makes possible addressing not only the binding constraints affecting the trade response to the trade reform but also the binding constraints chocking the impact of trade on economic growth (Hallaert and Munro, 2009 ).
41. As a result, in collaboration with the partner countries, donors should be mindful of, and if possible support, flanking policies that will make the trade reform sustainable and increase its economic growth impact. Aid for trade's capacity building activities, notably technical assistance and training, can help government identify the appropriate reforms, design them, and implement them adequately. Aid for trade's productive capacity building activities and the numerous projects on infrastructure both help address the institutional and infrastructural need of exporters. Finally, although it is not the intended purpose, aid for trade, showing support of the international community, can also improve the credibility of the trade reform.
42. Aid for trade has the means of making trade reform sustainable and successful. This will in turn increase the effectiveness of aid for trade and its impact. To achieve this potential, the design of aid-fortrade projects, its sequencing, and the coherence with other policies are crucial. The rest of this report focuses on the lessons of experience with trade reforms in developing countries for the design of aid for trade. Section 3 focuses on the "compatible" policies. Compatible policies ensure policy coherence: trade reform must be supported by other policies, in particular macroeconomic policies, or face the risk of being not credible or unsustainable. Section 4 discusses "complementary" policies i.e. policies that maximize the impact of trade on economic growth.
3.
Avoiding policy reversal: the role of compatible policies 43. This section discusses the reasons why preventing policy reversal is an important matter for aid for trade. It also describes the compatible policies that can reduce the risk of policy reversal and the implications for the design of aid-for-trade projects and programmes.
Why policy reversal matters for aid for trade
44. Policy reversal reduces aid for trade's effectiveness. Some aid-for-trade projects and programmes, such as capacity building and training, aim at supporting policy reforms. Other projects depend crucially on the implementation of a reform e.g. an export promotion campaign may only make sense if a tariff reform reducing the anti-export bias and eliminating the explicit or de facto export prohibitions is implemented. As a result, if the required reform is not implemented or is reversed, the rationale of some aid-for-trade projects or programmes may disappear (or be substantially reduced) and their effectiveness undermined. Thus, making sure that a reform is sustainable is an obvious way to preserve the effectiveness of aid for trade.
45.
The dynamic dimensions of a policy reversal should be emphasized. A policy reversal usually affects the credibility of policy-makers making subsequent reforms more difficult as well as more costly (Krueger, 2005) . Another dynamic aspect is the fact that gradual reforms and sequencing are at the core of aid for trade. This is a reality rather than a choice: trade-related needs are numerous but both political capital and financial resources (including aid for trade) are limited and are only available over time. Thus, trade reform is by nature a dynamic process that requires countries to prioritize the measures taken. A policy failure may derail this process, breaking the chain of reforms.
46. Flanking policies aiming at smoothing the adjustment costs warrant a special consideration because adjustment cost is a major source of policy reversal and increasing country's adjustment capacity is an important objective of aid for trade (Hallaert and Munro, 2009) . Flanking policies are important because gains from trade and adjustment costs become visible at different times: usually the costs of a trade reform are felt much before the gains -let alone the fact that the costs are usually concentrated on a small number of people and firms and thus are acutely perceived while the gains are diffused on a large number of people and may not even be noticed. In this context, it is noteworthy that aid for trade can help a country address the adjustment cost directly but also indirectly. Although it is not its purpose, properly designed aid for trade, aligned on the countries priorities, can also improve the credibility of the trade reform. If a reform is perceived as credible, it results in lower adjustment cost. Indeed credible reform reduces the uncertainty and helps an adjustment at the socially desirable speed (Falvey and Kim, 1992) .
47.
Avoiding policy reversal also helps aid for trade reaching its objective. Therefore, supporting the compatible policies that aim at making the trade reform sustainable is arguably part of aid-for-trade and should be, as much as possible, considered in the design of aid-for-trade interventions. The raison d'être of compatible policies meets one objective of aid for trade: "help facilitate, implement, and adjust to trade reform and liberalization" (WTO, 2006) .
What are the compatible policies?
48. "Compatible policies" are the flanking policies aiming at ensuring the sustainability of the trade reform. Making trade reform sustainable is a question of policy coherence and of proper sequencing. Because experience shows that a trade reform can only be successful and sustained if the macroeconomic environment and policies are compatible with the trade reform, compatible policies should come first in the sequencing of a trade reform (Rodrik, 1989 , Thomas and Nash, 1991 , and World Bank Independent Evaluation Group, 2006 .
49.
Compatible policies should strive to maintain fiscal revenue for two reasons. First, this will avoid a trade reform being reversed because of its fiscal consequences. Second this is a matter of policy coherence: preserving fiscal revenue is (i) essential for the ability of a country to achieve another aid-for-trade objective: smooth the adjustment cost of opening up the trade regime; and (ii) it is required to finance the development needs of recipient countries. Aid for trade ultimately aims at helping developing countries achieve their development goal and thus should not undermine the capacity of developing country's budget to finance them. In sum, effectiveness considerations require that a trade reform, supported by aid for trade and aiming at reaching development goals, is designed in a way that it does not undermine fiscal revenue.
50. Preserving fiscal revenue in the context of a trade reform is often challenging. Trade taxes remain (partly because they are easy to collect) a major source of revenue for many, often fiscally stretched, governments. On average, in sub-Saharan Africa, trade taxes account for one-third of the non-resource tax revenue. And in some countries they account for more than half the tax revenue (Hallaert, 2004; Keen and Mansour, 2008 51. Not all trade reforms have a negative impact on fiscal revenue. Some reforms can even increase revenue. Removing prohibitions, reducing tariff rates that are higher than the revenue-maximizing rate, tariffying quotas, and rationalizing the tariff structure combined with the streamlining of exemptions for example can make a trade reform revenue neutral or revenue enhancing. Moreover, it is noteworthy that the fiscal losses from a tariff cut can be overestimated because part of the direct loss of a tariff cut will be offset by the increase in import. Additional imports will be taxed at the border (if the cut does not bring the tariff rate down to zero) but also internally with the sales tax or the VAT (Ebrill et al., 1999; Hallaert, 2004) . Similarly, the reduction or the elimination of an export tax, besides its impact on exports, can lead to an increase in production and profits, which are taxed, leading to some revenue increases that partly offset the direct fiscal loss.
52. However, in many countries, revenue neutral or revenue enhancing trade reforms have already been implemented and further reforms are likely to have adverse consequences for fiscal revenue. In such cases, there is the need to move to "second generation" reforms, i.e. rebalancing the tax system from trade taxes to domestic taxes.
53. Rebalancing the tax system away from trade taxes to domestic taxes is a strategy that has merits on its own. Trade taxes are an inefficient and distortive way of raising revenue. 24 Offsetting the revenue losses from trade reform with domestic revenue helps meet the challenge of globalization while preserving the resources needed to meet the development needs. Moreover, revenue from domestic taxes have the advantage to be less volatile than trade taxes or other flows such as aid or, as evidenced in the current crises, remittances and FDI (Bulír and Hamann, 2007) . Thus, they help provide more visibility and pay for the maintenance cost of projects financed by aid, including infrastructure projects financed by aid for trade (Gupta and Tareq, 2008) .
54. In addition, this strategy helps safeguard consistency between the various forms of aid notably aid for trade and budget support. Development needs of developing countries are large and require a scaling up of spending. To finance this spending in a sustainable manner, it is important that donors live up to their commitments but also that countries generate resources internally. A growing share of many developing countries' fiscal spending is financed by aid (Gupta and Tareq, 2008) . 25 Beyond the sustainability issue, this fact points to another coherence issue: coherence between the various forms of aid. Aid for trade should make sure that revenue losses stemming from the trade reform are offset by other forms of revenue otherwise it will undermine the capacity of recipient countries budget to finance development needs; a capacity that budget aid and debt relief try to shore up. 26 55. Rebalancing the tax system does not necessarily mean increasing the domestic tax rates. Tax rates are already so high in some countries that they may have a negative impact on the growth rate. A rebalancing could, as argued by Gupta and Tareq (2008) , seek a broadening of the tax base, a rationalization of the tax incentives and exemptions, and a strengthening of the tax administration. This requires technical assistance and capacity building that aid for trade can, and do, provide. However, 24 Trade taxes have a narrow base and distort both consumption and production decisions. For details, see Whalley and ab Iowerth (2002) and Farhadian-Lorie and Katz (1988) . 25 For example, the current spending financed by aid increased from 16% in Ghana in 1997-99 to 36% in 2004-06, from 22% to 40% in Tanzania and from 60% to 70% in Uganda (Gupta and Tareq, 2008) . 26 It is possible that the revenue losses stemming in African Caribbean and Pacific countries from the reduction of customs tariff on EU imports agreed under the Economic Partnership Agreements are (partly) offset by increased budget support from the EU (Hallaert, 2010) . expanding the tax base can be difficult in countries where the informal sector and the agricultural sector are large. 27 56. Unfortunately, past experience with tax rebalancing in developing countries calls for caution. It is possible to design a "simple and practical strategies" that will help realize the trade gains from a trade reform and the efficiency gains from the tax rebalancing without affecting government revenue (Keen and Ligthart, 1999) . However, in practice, the rebalancing of the taxation was only partially successful in lowand middle-income countries. Using a panel of one hundred twenty-five counties during 1975-2000, Baunsgaard and Keen (2005) calculated that countries that rely the most heavily on trade taxes have not been able to recover from other sources the revenues they have lost from trade liberalization. On average, low-income countries have "recovered, at best, no more than about 30 cents of each lost dollar" and for middle-income countries the recovery is in the range of 45 to 65 cents. 28 As a result, the decline in the ratio of trade tax to GDP in low-income countries was accompanied by a decline in the ratio of total tax revenue to GDP. However, this disappointing average performance masks the fact that a few low-income countries were able to fully recover the revenue losses stemming from trade liberalization.
57.
Policies essential to preserve external sustainability and export competitiveness are another set of compatible policies. Section 2 showed that overvaluation can make a trade reform unsustainable. The empirical trade and growth literature emphasizes another dimension in the interaction between trade reform and exchange rate: many successful trade reforms where accompanied by a devaluation (Box 2 provides an illustration). As a result, the idea that an appropriate exchange rate management is a crucial complementary policy to trade reform probably gathers the strongest consensus in the literature on the design of trade reform (see among many others Bhagwati, 1978; Collier and Gunning, 1992; Krueger, 1978; Michaely et al., 1991; Rodrik, 1989; World Bank Independent Evaluation Group, 2006) . Additional, although cruder, evidence on partial loss recovery can be found in Khattry and Rao (2002) . 29 In its review of forty-five countries that benefited from the World Bank trade support during 1987-2004, the World Bank Independent Evaluation Group (2006) indicates that the real exchange rate is "perhaps single most important variable" in the design of reform. Collier and Gunning (1992) provide details on why depreciation is the best option to deal with the balance of payments implication of trade liberalization. They show that depreciation is the best way to address the excess supply of money and the payments deficit that tariff liberalization triggers in the short run. They also show that using programme aid to finance a deficit until the money supply is sufficiently depleted is an inferior solution that increases the adjustment cost of the liberalization because it leads to less expansion of the export sector than the depreciation and is likely to lead to more unemployment overshooting. A combination of depreciation and aid can be considered when exchange rate depreciation is a "genuine political constraint." This package reduces the problem of incoherence but does little to alleviate the unemployment problem and accentuated the risk of import hoarding.
58.
Appropriate exchange rate management was identified as a key feature of successful trade reform by the NBER project conducted by Krueger (1978) and Bhagwati (1978) . 30 This seminal project analyzed 30 It is beyond the scope of this paper to describe the practicalities of exchange rate management. The real effective exchange rate is a function of the nominal exchange rate and of the price differential between the country and its trading partners. Therefore, the management of the real effective exchange rate depends on the exchange rate policies but also of all the policies affecting the country inflation. Agénor (1991) during 1956-57, 1959-61, 1965-70, 1974-81, and 1985-88 . The first three attempts at liberalizing trade failed and the reforms were reversed. Only the reforms of the 1970s and 1980s were successful and sustained, bringing significant economic gains.
The exchange rate policy played a key role in explaining the fate of these reform attempts. Edwards (1993) argued that the failed attempts between 1950 and 1970 were in part explained by highly overvalued real exchange rate. Michaely et al. (1991) ascribed the sharp increase in the unemployment rate during the 1974-81 reform (4.8% the year before the period of trade reform to 22.5% the first year after the reform) not to the trade reform per se but to the exchange rate overshooting.
The successful trade reforms of the 1970s-80s, in contrast, were supported by an exchange rate policy striving at avoiding overvaluation. Starting in 1974 the trade regime was simplified. Quantitative restrictions were eliminated. The import tariffs, which averaged 105% in 1973 and were highly dispersed, were cut. A uniform 10% tariff on all goods except automobile was introduced in 1979. This trade reform was accompanied by a strongly depreciated real exchange rate until 1979 when a fixed exchange rate was introduced to fight against inflation.
During the 1982-83 debt crisis, real GDP dropped. In 1983, it was 16.4% lower than in 1981. A partial policy reversal took place. The rate of the uniform tariff was increased and reached 35% and the government allowed an overvaluation of the real exchange rate.
However, the setback was only temporary and the reform resumed soon. The uniform tariff was gradually cut back as soon as 1984 to reach 11% in 1991. Again, in order to help export competitiveness and contribute to the objective of the trade reform to promote non-traditional exports, overvaluation was avoided through steady devaluations. The real effective exchange rate of the currency depreciated by 21% in 1985 and was followed by an additional depreciation over 1986-88. In 1988, the real exchange rate was roughly half its 1980 value (Dean et al., 1994; Dornbusch and Edwards, 1994; Shatz and Tarr, 2000) .
Exports became the engine of Chilean economic growth. Between 1986 and 1991, Chile growth reached 4.2% per year. This was the best performance in Latin America (Edwards, 1993; Gutiérez de Piñeres and Ferrantino, 1997; Shatz and Tarr, 2000) .
the experience of eleven countries 31 and contributed to the wave of trade reforms undertaken by developing countries that started in the 1980s. 32 It highlighted that countries following an export promotion strategy exhibited better growth performance than countries following an import substitution strategy. The classification was based on the ratio of the exchange rate effectively paid by importers to the exchange rate effectively paid by importers. A ratio greater than one showed an anti export bias and the country was classified as following an import substitution strategy. Trade liberalization is then defined as any policy that reduces the anti-export bias. Such definition means that a country can be liberalized while keeping high tariff to protect or stimulate domestic production. 59. A key finding was that the real exchange rate depreciation was a key element of a trade reform leading to a reduction in the anti-export bias.
33 Michaely et al. (1991) analyzed thirty-six liberalization episodes in nineteen countries during the period 1950-82 34 and reached the same conclusion. They concluded that (i) real exchange rate devaluation is crucial to sustainability and (ii) it is a feature of successful trade reform.
60. Edwards (1989) , in an analysis of the impact of thirty-nine devaluations of at least 15% in developing countries during the period 1962-82, concluded that nominal depreciation did not necessarily lead to the required real depreciation. This was the case in only twenty-five of the thirty-nine cases. This shows again the importance of policy coherence: if the nominal devaluation is accompanied by expansive monetary or fiscal policies, the impact of the nominal devaluation can be more than offset by the inflationary pressure they trigger. In other terms, as discussed before, a trade reform needs to be supported by a compatible fiscal policy but also by an appropriate exchange rate policy, which in turn reinforces the importance of a compatible fiscal policy.
61. In all the twenty cases where the real depreciation accompanied measures to dismantle trade, capital, and exchange controls, exports increased significantly and the external position of the countries improved significantly. This shows that, if supported by an appropriate set of compatible policies, a trade reform does not necessarily result in a deterioration of the external accounts (on the contrary), which, as already discussed, is an important source of policy reversal. 35 62. Moreover, echoing the discussion on the importance of compatible fiscal stability for the sustainability of the reform, Michaely et al. (1991) showed that successful reformers were fiscally prudent. Based on these findings, the authors recommended undertaking the trade reform gradually and in a stable political environment starting with the elimination of quantitative restrictions and a substantial devaluation before cutting tariffs. It is noteworthy that this sequencing is consistent with the fiscal recommendation 31 The in-depth analyses of nine countries (Chile, Colombia, Egypt, Ghana, India, Israel, Korea, Philippines, and Turkey) were published. The project also included Brazil and Pakistan, but no volume on these countries was published. Bhagwati (1978) and Krueger (1978) summarized the findings in two volumes.
32
The experience of thirty-two developing countries that liberalized their trade regime in the second half of the 1980s and early 1990s was studied by Dean et al. (1994) .
33
The real exchange rate is the nominal exchange rate adjusted by the difference in inflation rate in the two countries. It is an indicator of a country's competitiveness.
34
There is a significant overlap with countries analyzed by the NBER project as eight of the countries are also analyzed by this work (Brazil, Chile, Colombia, Israel, Korea, Pakistan, Philippines, and Turkey). In addition the experiences of nine countries are studied in-depth (Argentina, Indonesia, New Zealand, Peru, Singapore, Spain, Sri Lanka, Uruguay, and Yugoslavia) and the summary volume also describes the experience of Portugal and Greece. 35 Li (2004) 63. In sum, past experience with trade reforms in developing countries shows that they need to be supported by an appropriate fiscal policy. In addition, to be successful, a trade reform needs to avoid overvaluation and often be accompanied by real depreciations. 37 These conclusions again highlight the importance of compatible fiscal policy: a nominal depreciation may not translate into real depreciation if the fiscal and monetary policies are creating inflationary pressures (i.e. are too expansive).
64.
Another dimension of an appropriate management of the exchange rate during a trade reform is preventing the occurrence of a Dutch disease. Put simply, the Dutch disease can be defined as the consequence of a large increase in foreign inflows (e.g. due to the discovery of natural resources or due to a scaling up of trade), which triggers an exchange rate appreciation. 38 This appreciation damages the competitiveness of the export sector. 
67.
There is evidence that aid can cause Dutch disease. A review of empirical evidence is provided Subramanian (2005 and 40 who, with an innovative strategy that allows them to control for omitted variables and model misspecification, found that aid has a systematic adverse effect on a country's competitiveness because of the mismanagement of the real exchange rate. They argue that aid has an adverse impact on the relative growth of export sectors and the share of labor-intensive and tradable industries in the manufacturing sector drops. 41 Using the same methodology, Rajan and Subramanian (2007) explored if governance is another channel through which aid could lead to that outcome. They argued that the impact of aid harms governance in recipient countries (as it reduces the need for governments to explain their actions to citizens), which in turn affects the manufacturing sector because manufacturing is more complex than agriculture or mining in that it requires many more transactions 36 For a critical review of Michaely et al. (1991) , see Greenaway (1993) . 37 For a review of theoretical, cross-country and case studies of the negative impact (notably on growth) of overvaluation and its link with trade protection, see Shatz and Tarr (2000) . 38 For a detailed survey of the various forms of Dutch disease and of the factors contributing to it, see Corden (1984) . 39 Choi (2005) describes another potential negative impact of aid on competitiveness which is ignored here for the sake of brevity (and because the means to limit this impact are similar to the ones described below to address the Dutch disease). If a country is a large exporter of a good, aid will cause a deterioration in its terms of trade. This has a negative impact on output that offsets the initial positive impact of aid. between unrelated parties. Thus, manufacturing is likely to be more dependent on a good-governance environment that can foster multiple transactions. 42 
68.
Rajan and Subramanian argued that aid, through its impact on the management of the real exchange rate and on governance, may reduce the profitability of investment and limit export growth and thus the role of trade expansion on growth. It is important to stress that they did not dismiss the direct positive impact of aid on economic growth. Rather they argued that this positive impact can be offset by some "side effect." This calls for adequate design in aid programs in order to maximize the positive impact while minimizing the negative side effects. As indicated below, aid for trade is well placed to avoid the Dutch disease effect of aid.
Lessons for the design of aid for trade
69. An appropriate environment (notably avoiding fiscal and balance of payments tensions as well as exchange rate overvaluation) is essential to make a trade reform sustainable. How can aid for trade, by its coverage and its sequencing, support compatible policies?
70.
Aid for trade can help address the fiscal problems that often impose a trade reform reversal. Various aid-for-trade projects such as capacity building in designing a trade reform, capacity building in order to strengthen the customs and tax administrations, and technical assistance in rebalancing the fiscal regime from trade taxes to domestic taxes can have a positive impact on fiscal revenue, on welfare, and on the economic environment. 43 These projects should thus be considered early in the sequencing of reforms. However, this sequencing can be affected if budget transfers are provided to offset the immediate fiscal losses from trade reform until other reforms, aiming at raising more domestic revenue, are implemented. Budget support is not part of the multilateral trade negotiations but is sometimes considered in regional agreements (Walkenhorst, 2006) . Although, budget support can facilitate trade reforms and make them sustainable, it is not without risks as the need for temporary budget support may become permanent (if reforms aiming at raising domestic revenue fail) or reforms are not implemented (because temporary aid reduces the incentives to implement additional reforms). This would lead to more aid dependence and vulnerability to change in aid flows.
71. The Economic Partnership Agreements between the EU and the ACP countries provide a concrete example. In this context the EPAs, the EU committed itself to provide both budget support and technical assistance on the tax reform and tax administration. In its 2007 Aid for Trade Strategy, the EU has committed itself to "contribute to the absorption of net fiscal impact resulting from tariff liberalization in the context of EPAs in full complementarity with fiscal reforms" (Council of the European Union, 2007). In the EPA concluded with the Caribbean countries of the Cariforum 44 (the only comprehensive EPA signed so far), it was agreed that one of the priorities of the development co-operation would be "the 42 This discussion is somewhat related to the argument that aid is more effective when it goes to countries with sound institutions and good policies (fiscal, monetary, and trade). Burnside and Dollar's article (2000) is the most famous publication of this strand of literature. Many studies tested the robustness of its conclusions. No firm conclusion could be reached as some studies support Burnside and Dollar's findings but others showed that with different specifications the role of good policies in explaining the impact of aid on growth becomes statistically insignificant.
43
For example, the Economic Partnership Agreement between the EU and the Cariforum indicates that one focus of the development co-operation will be the provision of assistance to strengthen tax administration and improve the collection of tax revenue with a view to shifting fiscal revenues from trade taxes to indirect taxes. 44 Cariforum members are Antigua and Barbuda, Bahamas, Barbados, Belize, Dominica, the Dominican Republic, Grenada, Guyana, Haiti, Jamaica, Saint Lucia, Saint Vincent and the Grenadines, Saint Christopher and Nevis, Surinam, and Trinidad and Tobago. provision of assistance for capacity and institution building for fiscal reform in order to strengthen tax administration and improve the collection of tax revenues with a view to shifting dependence from tariffs and other duties and charges to other forms of indirect taxation" (Official Journal of the European Union, 2008). 45 72. Balance of payments problems are another source of policy reversal. In this regard, the real exchange rate management is paramount. The recommendation to accompany trade reform with exchange rate depreciation has sometimes been controversial. One reason was the belief that exports (in particular agricultural exports) respond little to the change in prices that the depreciation triggers.
46 Edwards (1993) showed that empirical evidence does not support this popular belief. Nonetheless, aid for trade is in a position to ease these concerns as its raison d'être is to tackle supply-side constraints that limit the responsiveness of exports to trade opportunities.
73. Promoting an early response of the export sector to the trade reform is an important way to increase the likelihood that a trade reform will be sustained. An early exports response is a macroeconomic and social advantage: it reduces the balance of payments, employment, and fiscal problems arising from the fact that a trade reform tends to have an immediate impacts on imports and on the activity of (and employment in) the import-competing sector while its impact on exports and activity of (and employment in) the export sector appears with a lag. For the same reason, a rapid export response helps smooth the adjustment cost of the reform. Finally, an early export response is a political advantage. As people see early the benefit of the reform, support to the reform process increases which makes the implementation of subsequent reforms easier. 47 74. Aid for trade has an important role to play in this context as export promotion is one of its core objectives. Brenton and von Uexkull (2009) analyzed aid supported export development programs and concluded that (i) exports have on many occasions increased significantly under export development programs; (ii) export development programs have the biggest impact when provided to industries with initially high exports. The authors interpreted this result by the fact that the constraints facing the growth of existing exports are easier to identify and to alleviate than the constraints to new exports. Cali and te Velde (2009) also showed that aid to productive capacity delivered during the period 1985-2006 had a positive and significant impact on exports, but concluded that the effects appear to be driven by an allocation skewed towards already well performing sectors.
75. Aid for trade can also foster the export response to trade reform by supporting export promotion agencies (EPAs). In a recent article, Lederman et al. (2009) showed that after being sharply criticized in the 1990s, export promotion agencies have been revamped and "preeminent development economists now recommend the creation of adequately funded EPAs in Africa." Their econometric analysis provides additional support to the conclusion of Brenton and von Uexkull (2009): export promotion agencies have more impact on exports when they focus on established exporters.
45
For details on the fiscal consequences of the EPAs in sub-Saharan Africa, see Hallaert (2010) . 46 This concern is not limited to policy makers. For example, Grenaway et al. (1997) argued that the most common explanation for the weak output response to trade liberalization is the lack of credibility but added "the other possibility is that export sectors may have low supply elasticities. This […] must surely be important where primary products are concerned. If the export sector is predominantly primary product based, a liberalization induced change in the relative price of tradables may fail to stimulate increased production and exports." 47 In addition, if the early response helps build support for the reform, the reform process gains credibility which increases the incentive to adjust at a socially optimal speed. As discussed in Section 2, this will smooth the adjustment.
76.
Given the need to ensure not only an export response to trade reform but also an early export response, it should be stressed that aid for trade appears to have a rapid impact. Brenton and von Uexkull (2009) econometric work suggests that the export promotion programs have a strong and significant impact in the first five years (year 0 to 4 of the program). The econometric work conducted by Cali and te Velde (2009) suggests that this conclusion is also valid for infrastructure projects. They estimate that most of the impact of infrastructure projects on trade appears with only one year lag. Evaluation of the trade impact of aid for trade is in its infancy. However, if the preliminary quantitative estimates of Brenton and von Uexkull (2009) and Cali and te Velde (2009) are confirmed and proved robust, this would vindicate a focus of aid for trade on export promotion for its own merits but also in complement to other trade reforms.
77. As already emphasized, avoiding the potential Dutch disease effect of the scaling up of aid for trade is crucial to achieve export expansion. At the risk of oversimplifying, the Dutch disease can be seen as a sequence of two events. First the inflow of aid leads to an appreciation of the exchange rate (I). Second, the appreciation of the exchange rate results in a loss of competitiveness of the exports sector (II). Aid for trade has a role to play in each of these two phases.
78. The design and sequencing of aid for trade can prevent aid inflows from resulting in an appreciation of the real exchange rate (I). Aid inflows should be commensurate with the country's absorptive capacity. Therefore, they should be phased in and their amount should avoid triggering macroeconomic imbalances. 48 This requires close coordination between donors as well as alignment of aid-for-trade projects and programmes with the sequencing of reforms designed by recipient countries. If this does not prove possible and the inflow of aid is scaled up rapidly and beyond the absorptive capacity of the country, macroeconomic policies could phase in the absorption into the economy by delaying the spending of aid. Ethiopia provides an illustration. During 2001-03, budget support to Ethiopia increased by 6% of GDP. In an initial phase, only a small proportion of this aid was immediately spent and most of the aid was used to replenish foreign exchange reserves. This prudent fiscal and monetary management avoided a Dutch disease (Berg et al., 2004) .
79. Another option is to favour aid-for-trade projects with large import content when the absorptive capacity is low or when external conditions warrant it (for example when the currency is already appreciating because of the improvement of the terms of trade, large FDI inflows or large increase in other inflows of aid with low import content such as budget support are scaled up). Indeed, aid-for-trade projects with very high import content will only have a limited impact on the exchange rate because the impact of aid inflows is largely offset by outflows linked to the implementation of the project. The experience of Ethiopia shows that in such a case even a very large scaling up of aid will not trigger a Dutch disease: the large amount of aid received by the country was spent mainly on infrastructure projects with high import content (IMF, 2006b) .
80. Choi's (2005) theoretical analysis of the impact of infrastructure aid on a small developing country abundant in labor, suggests another possible mix for aid-for-trade project: when a country's absorptive capacity is low, in order to minimize a possible Dutch disease effect, aid for trade could favor labor-saving infrastructure project. Indeed, Choi showed that labor-saving infrastructure aid causes an expansion of the export sector (assumed to be labor intensive), while capital-saving infrastructure aid results in a Dutch disease effect in the export sector.
81.
The design and sequencing of aid for trade can also mitigate the impact of the appreciation of the currency on the competitiveness of the exports sector (II). Basically, the real appreciation of the currency means that the country's export price of the country increases on international markets: this is an important 48 Lessons from experience with the macroeconomics of scaling up aid are reviewed by Berg et al. (2007) . See also Isard et al. (2005) source of the loss of competitiveness. Aid-for-trade projects can help offset this by reducing production and export costs. 83. Another way for aid for trade to avoid the Dutch disease is to foster productive capacities. The basic idea is that the extent to which aid flows are associated with the problem of real exchange rate appreciation depends largely on the relative impact on demand and supply. The supply response, depending on the effects of aid on productivity across sectors, largely determines the depth and duration of adverse shock (Bevan, 2005) . Therefore, if aid for trade can boost the productivity of the private firms through its productive capacity (or other) projects, it will help exporters withstand the potential Dutch disease effect of additional aid. Nonetheless, practitioners should be aware that productivity gains of such activities may occur with a lag. This has again implications for the sequencing of trade reform and aid-for-trade flows. To our knowledge, no assessment of the impact of aid for trade on the productivity of the private sector has yet been produced. An exception may be the work of Cali and te Velde (2009) who were unable to find a significant impact on exports of aid for trade to productive capacity during 1995-2007. However, the authors stressed that this result may be driven by a methodological shortcoming: the effect of productive capacity projects has an impact at the firm or the sectoral level and considering its impact on the whole of exports may be misleading.
84. Finally, in light of the discussion on the importance of dealing with the fiscal implications of a trade reform and of coherence between various forms of aid, it is useful to mention a more indirect way to mitigate a possible Dutch disease: rebalancing the tax system. Gupta and Tareq (2008) argued that tax rebalancing helps fighting the impact of Dutch disease because raising domestic resources offset the impact of scaling up of aid by lowering the amount of budget aid needed to finance current spending.
85. In conclusion, this section showed the importance of accompanying the trade reform with compatible macroeconomic policies in order to prevent policy reversal that would affect negatively the effectiveness and the impact of aid for trade. It highlighted that aid for trade has the means to promote the right compatible environment and that donor coordination and proper sequencing of reforms is crucial. A trade reform should first target the most binding constraints to trade expansion (Hallaert and Munro, 2009) so that it has the "biggest bang for the reform buck" but this reform should not be implemented in isolation. Rather it should be supported by appropriate macroeconomic policies and accompanied by other reforms (that aid for trade can support) to ensure an early response of exports and mitigate the potential Dutch disease effect of aid. Not all aid-for-trade project and programmes have the same gestation period (i.e. the time needed to affect exports performance differs across projects and programmes). These differences should be considered in the sequencing of reforms. 49 It is noteworthy that improving the competitiveness of developing countries exports is an objective of aid for trade even in the absence of a risk of Dutch disease.
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There are large variations of the return across region. For example, the impact is five times larger for subSaharan Africa. Helbe et al. (2009) provide another estimate of the return of aid for trade facilitation projects.
4.
Maximizing the economic growth response to trade: the role of complementary policies 86. Section 3 showed that the effectiveness of aid for trade depends critically on compatible policies and environment supporting the trade reform. Beyond ensuring the sustainability of trade reforms, this section describes the importance for aid-for-trade effectiveness to support complementary policies.
Why complementary policies matter for aid for trade
87. Complementary policies increase the impact of trade expansion on economic growth and poverty reduction. In the report "Binding Constraints to Trade Expansion" (Hallaert and Munro, 2009) , the Secretariat argued that the most common objectives of aid-for-trade projects and programmes, namely addressing the binding constraints limiting developing countries' capacity to turn trade opportunities into trade (constraints A in Figure 1 ), have the potential to boost growth. However, it also cautioned that this may not be enough to reach the objectives of aid for trade because some other binding constraints can choke the impact of trade on economic growth (constraints B in Figure 1 ).
88.
Aid for trade can, and should, tackle these constraints B. This is the very purpose of complementary policies. Supporting these policies will help aid for trade to be as effective as possible. As emphasized by the Task Force on Aid for Trade, "Effective Aid for Trade will enhance growth prospects and reduce poverty in developing countries, as well as complement multilateral trade reforms and distribute the global benefits more equitably across and within developing countries" (WTO, 2006) .
89.
Trade does not affect growth directly but through a myriad of transmission channels. 51 It is beyond the scope of this report to discuss these channels but it is worth repeating a key message of Section 2.3: the magnitude of economic growth response to trade reform will depend on the transmission channel the reform is relying on as well as on the complementary policies implemented.
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For an introductory survey of the various transmission channels, see Berg and Krueger (2005) . 
90.
The literature on trade and growth has emphasized the role of productivity and investment as key transmission channels. 52 For illustrative purpose, Figure 2 focuses on investment. Aid for trade through its direct impact on trade and on investment (e.g. infrastructure project) can boost economic growth. Though important, this direct impact needs to be supplemented by private sector investment. Private sector investment will be stimulated by the new opportunities offered by the trade reform but the magnitude of its response will depend on many other policies and institutions that shape the business and investment climate. Therefore, the effectiveness of aid for trade will be increased substantially if, in addition to its 52 For more details on the impact of trade on productivity see Berg and Krueger (2003) , Edwards (1998) , Hallaert (2006) , Tybout (1992 Tybout ( , 2000 , and Winters (2004) . Suggesting potential synergies, investment is highlighted as the main transmission channel between aid and growth since the pioneering work of Chenery and Strout (1966) . Gomanee et al. (2002) showed empirically that investment was the main transmission channel between aid and growth in sub-Saharan Africa during the period 1970-97. direct impact on growth through trade and investment, aid for trade supports reforms ("complementary policies") that increase the capacity of investment to transmit the impact of trade on growth. 
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This highlights the importance of involving the private sector in the national development strategy as well as in the design, implementation, and evaluation of Aid for trade. This was stressed in the recommendations of Task Force on Aid for Trade (WTO, 2006) .
What are the complementary policies?
91.
Assessing the role of the complementary policies in the trade-growth nexus has been challenging. Part of the difficulties comes from the fact that most trade reforms are part of a broader package. As a result, trade reforms complement other reforms but also are complemented by other reforms leading to an identification problem. Development in econometric techniques has only recently allowed identifying the role of complementary policies in the empirical analysis of the link between trade and growth. This strand of literature provides valuable insights for the design of aid for trade.
92. Trade reforms usually provide opportunities that stimulate both domestic and foreign investments. In a study of seventy-nine countries during the period 1970-98, Wang et al. (2004) found that an increase in openness (measured by the share of total trade in GDP) is associated with higher economic growth. Looking at the impact by income group they found that the poorer a country is the larger is the impact of trade expansion on economic growth. These findings are in line with many other studies but this work is of particular interest because it also investigates the mechanisms that explain the differences in growth response across countries.
93
. Wang et al. (2004) found that export expansion, a common objective of aid-for-trade, is a source of growth.
54 However, the impact of trade on growth is not limited to exports. The increase in the imports-to-GDP ratio is also a source of growth (although the growth impact of imports is more limited than the impact of exports). While the increase of export-to-GDP ratio has a positive impact for all income groups, Wang et al. (2004) found that the increase in imports-to-GDP ratio has a positive and significant impact for low-and middle-income countries but is not significant for high-income countries. This is consistent with the conclusion of other empirical findings that imports are a source of transfer of technology. 55 Transfer of technology is obviously more important as a source of growth for poor countries than rich countries. Imports are also a source of growth for other reasons such as its impact on productivity through increased competition (this affects notably the import substitution sector) and the reduction in the cost of inputs and thus in the production cost of all domestic producers (including exporters).
94.
The authors then show that a country's technical absorptive capacities are crucial in its ability to use trade and FDI as engines for growth. 56 They provide evidence that, while high and middle-income countries are able to use both trade and FDI (measured by inward FDI stock/GDP) as an engine for growth, low-income countries are able to use trade, but not from FDI, as an engine for growth. According to Wang et al. (2004) , low-income countries' low technical absorptive capacity prevents them from taking advantage of the transfer of technologies that an inward FDI represents.
95. This study allows highlighting the role of a few complementary policies to maximize the impact of trade and FDI on growth. Improving technical absorptive capacities should be a priority. As technical absorptive capacity is closely linked to human capital, this shows the importance of education policy. This conclusion is consistent with the findings of other cross-country studies. For example, Chang et al. (2005) found that the positive impact of trade on growth is larger if it is accompanied by increased education but also infrastructure, deeper financial systems, and institutional as well as regulatory reforms.
96. Technical absorptive capacities, inflows of FDI, and private sector investment also depend on the regulatory regime. This is highlighted by Chang et al. (2005) but also by Bolaky and Freund (2004) . 54 For a survey and the link with aid for trade, see Hallaert and Munro (2009) . 55 See Hallaert (2006) for a survey and Hallaert and Munro (2009) for the importance of this mechanism in the context of aid for trade.
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FDI can be seen as one of the "investment" channels through which trade can stimulate economic growth.
Bolaky and Freund showed that, in heavily-regulated economies, the increase in trade is not positively associated with growth but once the effect of domestic regulation is controlled for, the impact of trade on growth is stronger than what has been found in other studies. This clearly suggests that regulatory reform can increase the impact of trade on growth.
97. Many regulations may choke the impact of trade on growth. The competitive pressure of imports, which is an important source of productivity gains and thus of growth, can be choked by many policies including imports prohibition, state trading, or monopolies. The investment channel is also affected by the regulatory regime (Figure 2 ). Another source of growth is the reallocation of resources (capital and labor) triggered by trade. This reallocation may be hampered by regulations as different as labor laws or restriction in closing business. The investment channel may also be chocked by financial regulations.
98. The investment channel is also sensitive to regulations. Foreign investors may be willing to invest in a country in order to benefit from new opportunities opened by trade reforms. However, they may be discouraged or prohibited from doing so by regulations related to capital controls (inward as well as outward flows), land regulation, restrictive business environment practices, etc.
99. Similarly, the capacity of the private sector to invest in order to benefit from new opportunities may be constrained by many regulations. For example, financial regulations can prevent some industries to finance the investment needed to respond to opportunities arising from increased trade. The World Bank Doing Business indicators show that access to credit is a major constraint reported by entrepreneurs in many developing countries. Directed credit may leave insufficient resources for the sectors that are not listed as priority. Financial regulations can prevent the expansion of trade (for example by limiting the financial sector's ability of providing working capital and intermediated trade finance to some exporters). 100. Institutional issues or imperfection in the legal system can also limit the capacity of countries to exploit the opportunities of trade. For example, insufficient contract enforcement (leading to a large share of non-performing loans, which in turn limits the banks' capacities to extend new loans), may lead banks to require substantial collateral that small-and medium-size enterprises cannot provide. Access to credit then becomes not only a binding constraints to trade but also choke the impact of trade on economic growth. In this context, it is worth highlighting that an important objective of aid for trade is maximizing the linkage of trade with the domestic economy (Hallaert and Munro, 2009 ), which in turn requires investment in the non-tradable sector including small-and medium-size enterprises. The role of institutions and of the legal system on economic growth has recently stimulated a large amount of academic work. Therefore, it is not surprising that they have also been identified as crucial in the link between trade and economic growth.
Lessons for the design of aid for trade
101. The broad definition of aid for trade provides the means to support many, if not all, complementary policies. The rationale is clearly stated in the recommendations of the Task Force on Aid for Trade (2006) : "the scope of Aid for Trade should be defined in a way that is […] broad enough to reflect the diverse trade needs identified by countries." Moreover, the Task Force clearly states that "investment promotion," a key transmission channel of trade on economic growth, is part of aid for trade (WTO, 2006) . Investment is indeed crucial in helping developing countries to build their supply-side capacities and investment promotion potentially covers a large range of complementary policies shaping the business environment.
102. Some complementary policies are explicitly part of aid for trade. Building infrastructure is a wellknown and obvious example.
57 Support to the financial sector is another one. Trade finance, an issue that 57
More than half of aid for trade flows is spent on economic infrastructure (OECD/WTO, 2009). In 2008, they increased by 43% reaching USD 23 billion or about 55% of total aid for trade.
attracted much attention in the current global economic crisis, is explicitly part of the trade development component of aid for Trade (WTO, 2006) . Pascal Lamy, the head of the WTO, welcomed the World Bank decision to increase the ceiling of the International Finance Corporation's trade finance as "Aid for Trade in action" (Lamy, 2008) . 58 However, consistent with the view that banking and financial services are a major element of building productive capacity, the scope of aid for trade in financial sector goes much beyond the realm of trade finance. The banking and financial services received over 9% of aid for trade in 2008.
103. Other important complementary policies are not or only partially part of aid for trade. This is the case of education and research policies. The work of Wang et al. (2004) showed that technical absorptive capacities determine the ability of developing countries to use trade and FDI as engines for growth. Technical absorptive capacity is linked to human capital and thus to education policies. Aid for trade has no direct role in education but some "capacity building" activities or some activities to support the private sector involve training and contribute to increasing human capital in partner countries.
104. Regulations and institutions are another example. They affect most, if not all, transmission channels linking trade to economic growth. Aid for trade does only deal with some institutional and regulatory issues. For example labor law and law related to the closure of businesses (which are important to allow one source of gain from trade: the reallocation of resources to more productive sectors and investment) are not part of the aid for trade activities. However, "trade policy and regulation" is part of aid for trade. In 2008, about 3% of total aid for trade went to this type of project. However, aid-for-trade support to institutional and regulatory reform is not limited to the trade policy and regulations. Institutional and regulatory projects supported by aid for trade also are often captured as building economic capacities. For example, part of the building capacity activities is to support "legal and regulatory reform aimed at improving business and investment climate," "private sector institution capacity building and advice." Aid for trade to agriculture includes support to "agriculture policy and administrative management," etc.
105. This discussion shows that aid for trade has a role to play, and indeed is active, in many areas considered to be complementary policies. The issue is thus, once again, the sequencing of the reforms and the identification of the most binding constraints to trade expansion. On the one hand, complementary policies will increase the effectiveness of aid for trade and the growth impact of trade reforms. Therefore, in the design of their aid for trade project, donors should be mindful of, and if possible support, complementary policies. This will increase the effectiveness of their aid for trade intervention. On the other hand, too many reforms increase the risk of policy reversal. Therefore, for both donors and local authorities, there is often a clear tradeoff between an optimal package of reforms and a politically and financially doable package of reforms. Once the most binding constraints to trade expansion are identified it is important to determine the most relevant complementary policies that will accompany and enhance the impact of the measure taken to address it. This will ensure the biggest bang for the reform buck but also a quicker response of exports, which, as argued in Section 3.3, is important to build support for the reforms.
Conclusion
106. The binding constraints that prevent a country from turning trade opportunities into trade flows have been the main focus of aid-for-trade programmes and projects. Addressing these binding constraints is a prerequisite to achieve the ultimate goal of aid for trade: using trade as a tool for boosting growth and reducing poverty. The empirical literature on the impact of trade on economic growth provides much 58 Auboin (2007) showed that long before the crisis, many countries had been lobbying at the WTO to find ways to increase the availability of trade finance for developing countries. In this context, the Aid-for-Trade Initiative was perceived as providing leverage.
support to this approach. There is ample empirical evidence that the main objectives of aid for trade, if achieved, will foster economic growth (Hallaert and Munro, 2009 ).
107. Tackling the binding constraints that choke the impact of trade on economic growth is also crucial to achieve the objective of the Aid for Trade Initiative. Indeed, there is no guarantee that trade expansion boosts economic growth. Experience shows that the positive average impact of trade on economic growth masks a substantial heterogeneity of experiences. Most countries reaped the benefit of greater trade openness but for a few countries the impact of trade reforms has been negligible and in some cases negative.
108. The ability of aid for trade to address the binding constraints that choke the impact of trade on growth determines its effectiveness. Effectiveness has become a central issue for aid for trade. The Aid for Trade Initiative has been successful in mobilizing resources and in raising awareness on the positive role trade can play in development. However, the Initiative has reached a stage where it is also crucial to demonstrate that the substantial amount of aid mobilized has been well spent and had an impact.
109. This report argues that aid for trade has the role to play in increasing the impact of trade expansion on economic growth. Aid for trade has the means to support both compatible and the complementary policies. Compatible policies ensure that the trade reform is not reversed. Complementary policies maximize the impact of trade on economic growth. In this context, the importance of sequencing is paramount.
110. Once a country has identified the most binding constraints to its trade expansion, it should ensure that the measures taken to address them will be sustainable. A reform will be unsustainable and reversed if it triggers a macroeconomic crisis or if it lacks credibility. The sustainability of a trade reform can be increased if accompanied by compatible policies. Aid for trade can, and do, support some of these compatible policies. For example, as reforms can be politically difficult to implement and sustain, it is important to build political support for the reform process notably by taking measures that will smooth the adjustment cost and help an early response of exports to the reform. On both fronts aid for trade can help.
111. Moreover, the impact of trade reforms on both trade and economic growth will depend on complementary policies. In the package of reforms aiming at tackling the country's most binding constraints to trade expansion, a country should determine the most relevant complementary policies that will ensure that the trade impact translates into higher economic growth. Again, aid for trade has the means to support many of the potential complementary policies.
112. The importance of adequate sequencing as well as the need to support a trade reform with other reforms policies highlights the importance of donors' alignment on countries' priorities and donor coordination.
